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The Inflation Contagion:

AN ANALYSIS

By Randy L. Zaharia, CFA

hen you hear “inflation,”
do images of long gas
lines or skyrocketing gold
and silver prices emerge?
These images from the 1970s defined the
term “inflation” for a generation, but are
current inflation pressures anywhere close
to those experienced three decades ago?

Past

To answer this question, there is value in
considering the historical context of past
inflation rates over significant periods of
time. During the 1970s, inflation averaged
about 7%, peaking at around 11% in both
1974 and 1979 (oil shocks). By contrast,
inflation averaged just over 3% between
1913 and 2010, and was basically non-
existent between 1850 and 1912 (0.4% an-
nually). This 62-year period included the
Civil War, Reconstruction, the Spanish-
American War, the Panics of 1873, 1893,
and 1907, as well as the massive railroad

This pattern does not repeat itself in the
post-1934 era. What was the difference,
then, between these historical periods?
One explanation focuses on two likely
causes: the creation of the Federal Reserve
in 1913 and the rise of the “fiat” currency
(paper currency with no gold or silver
backing).

Prior to 1913, the U.S. financial system
relied on gold and silver coinage, along
with private banking built on those
coins. However, by the 1930s, President
Roosevelt had removed all gold and silver
backing for the U.S. currency. By 1971,
President Nixon removed the U.S. dollar
from its gold anchor completely, allow-
ing it to float. (Note: this article is not
arguing for a “gold standard,” but we do
take note that the rise of a “fiat” U.S.
currency appears strongly correlated to
the increase in inflation rates). Since the
creation of the Federal Reserve, monetary
policies have played their part in affect-
ing inflationary and deflationary cycles
through the control of money supply and

The new health care legislation, expansion into the West. the federal funds rate.

passed by the U.S. House of Repre-
sentatives on March 23, 2010, was
brought into law basically along
party lines, with the support of 219
Democrats and the opposition of 178

If we divide our historical view into
Present and Future
Bringing our discussion forward in time,

three distinct periods of time (see chart
page 7), we note that from 1850-1913 and
again from 1913-1934, the United States
experienced significant rounds of inflation  and 3% in 2009—consistent with infla-
that were followed by significant rounds of  tion rates throughout the late 1990s and

we find that inflation ranged between 2%

continued on page 8 deflation, leaving the overall inflation rate

relatively low over entire economic cycles.  continued on page 6
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By Linda Davis Taylor

o those of you whom I have had

the opportunity to meet in the

past, hello again, and to those
clients and friends whom I have not yet
met, | look forward to getting to know
you as opportunities arise. As Peter Boyle
mentioned in his letter last quarter, we are
introducing some new resources that we
hope will be useful for families interested
in encouraging successful stewardship of
family wealth through effective communi-
cation and governance, financial educa-
tion for the next generation, and family
philanthropy.

I am confident we would agree that
exposure to a strong set of core values and
sound stewardship practices can have a
positive impact on long-term success for
those responsible for managing significant
financial resources.

Many families are concerned not only
with preserving financial wealth for them-
selves, but also with providing successive
generations the values and skills needed
to continue the family’s legacy. We believe
families can thrive for many generations
by knowing who they are, what they stand
for, and where they are going. Our family
governance resources help to identify the
core purpose, mission, traditions, and val-
ues that define the family, and then work
collectively to sustain these principles.

New Resources and Services

Family Governance

We study the family’s culture—those
attributes that make each family unique
such as their values and how they make
decisions—as the basis for establishing a
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system of governance to help the family
preserve and enhance its human, intel-
lectual, and financial capital. Our Family
Culture Study is a communication tool,
customized to the goals of each participat-
ing family, and implemented to identify
the family’s existing and aspirational
values by inviting the opinions and ideas
of all family members. The Family Culture
Study provides the foundation for defining
the family’s mission and purpose—
crucial components of achieving long-
term success.

“What attribute or characteristic
of your family do you value most and
hope never changes?”
—Sample question from the Family
Culture Study

Families use the information learned in
the study to initiate family conversations—
through family meetings, reunions, or re-
treats—about “what it means to be us.” A
family whose members are linked by com-
mitment to elements of a common purpose
and philosophy has a greater likelihood
of success beyond three generations. Just
as you would not leave the future of your
business to chance, consider investing in
the discussion and definition of the larger
purpose and vision of your family.

Education for the Next Generation
Education, in the context of family wealth,
suggests that the most effective families
will incorporate financial training and
foundations of stewardship for members of
the next generation. Our Young Stewards
Program, designed especially to edu-

cate teens about family wealth through
hands-on workshops, is being introduced
by Clifford Swan in Pasadena on Sunday,
September 12, 2010.

During this program, teens (ages 15-19)
participate in an interactive exploration
of the foundations of stewardship, gain-
ing a deeper understanding of their own

family history, shared values, community
involvement, and legacy. Participants will
gain a better understanding of the privi-
leges and responsibilities of legacy.
During the second half of the pro-
gram, teens engage in The Million Dollar
Challenge, a game in which participants
work in teams to tackle the challenges of
stewarding a significant gift from fictitious
grandparents. The game provides a fun-
damental understanding of basic money
skills—saving, investing, spending wisely,
philanthropy and entrepreneurship—as
tools for successful wealth stewardship.

Philanthropy

The desire to “give back” through phil-
anthropic activity often emerges as a goal
for many families. We assist families in
developing their philanthropic goals and
in determining the most effective means
of implementing them. Family philan-
thropy, whether through a private family
structure such as a foundation, donor
advised fund, or community service, can
be an extremely effective means of dem-
onstrating and teaching family values,
collaboration and decision making, by
connection to a common purpose.

From time to time we will offer various
resources addressing issues of interest in
philanthropy. We encourage you to join
our next teleconference, What Health
Care Reform Means for Philanthropists
on Tuesday, May 4 at 1lam PT (2pm ET).
Dial-in information is provided below; to
RSVP and for more information please
email sweich@cliffordswan.com.

Dial-in #: 877-278-9485;
Conference ID #: 66432264

I hope you will be in touch with me if
you would like to discuss any of the ideas
or topics mentioned in this brief intro-
duction, or if you have suggestions for
other programs that would be useful for
you and your family. «
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CONSIDERATIONS FOR A

Successful Charitable Gift

By Terrell H. Price

haritable Gift Annuity (CGA)

contracts continue to be very

popular with many donors. They
are simple to understand, while offering
security, a steady stream of income, and
some tax advantages. On the surface,
they appear relatively straight forward for
charities to administer, while attracting a

large donor base. And yet, there are many

intricacies we would suggest non-profits
consider as they maintain or establish a
successful CGA program.

Qur first consideration is investment
risk. Because CGAs are contractual

obligations of a charity, they are associated
with risk factors far different from those of

other planned giving arrangements or en-

dowments. In addition to their contractual
nature, CGAs are designed to deplete over

time, requiring a special thoughtfulness
when invested.

Charities should consider the following:

What is your organization’s investment

history? Is it suitable to CGAs!?
(Excessive volatility is particularly
detrimental to the long-term results of
a gift CGA program).

Does your board fully understand the
special fiduciary responsibilities associ-

ated with CGA contracts in relation to

expected investment performance?

What is your organization’s investment
strategy for CGAs? (It is likely different

from other assets under stewardship).

Your organization’s culture should

also be assessed:
Does your board fully understand the
nature of CGA contracts?
Is there support for the associated
upfront, immediate, and recurring
costs, which are unlikely to pay off for
many years’
[s there a gift acceptance policy in
place to guide development staff?
Do your board and staff fully under-
stand the costs and restrictions often
placed upon CGA investment reserves
by state regulators?
Do you intend to follow the ACGA
guidelines—particularly regarding
contract rates?

Another area of concern should focus
on administrative matters:
Staffing—although conceptually
simple, these arrangements are detail
intensive.
Do you have enough internal or out-
sourced staff to administer a successful
program?
Are staff members qualified and suf-
ficiently knowledgeable to handle the
intricacies of CGAs?
Do you have a written policy and
understanding of how you will ad-
minister non-liquid assets such as real
estate! (This, of course, assumes an
acceptance policy is in place allowing
for such gifts.)
Are expected returns in balance to
provide both reasonable upside invest-

Annuity Program

ment profitability without introducing
excessive portfolio volatility?

Are you equipped internally or exter-
nally to provide proper and timely tax
information to your donors?

Most importantly, are you equipped to
provide accurate and timely cash distri-
butions to every donor, every time?

Finally, for those debating a new gift
annuity program, there are some basic
items that require attention. Because all
CGA programs rely on generally accepted
mortality assumptions, the following items
need careful scrutiny:
How large is your overall potential
donor pool? Will it support a successful
program/!
Will future participants be sufficiently
large to offset mortality risks?
[s it likely that large, concentrated
donors might skew expected mortality
assumptions! (Remember, mortality
assumptions are derived from large data
samplings, often exceeding a million
individual lives or more. A startup
CGA pool may only attract a dozen or
two donors, initially.)

Space limits a more thorough discussion of
the many considerations associated with

a successful CGA program. Yet, we feel
this checklist is a good review for both

the seasoned gift planner and the curious
novice. For a more in-depth discussion, we
welcome your call. o
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TAX BREAKS FOR

Higher Education Costs

By S. David Andrew

s parents of college students

prepare their income taxes for

2009, many will now qualify for
a significant new tax break. In an at-
tempt to stimulate the economy, last year
the Obama administration and Congress
replaced an old tax break with one that
will benefit most families paying college
costs. For most people paying tuition,
the American Opportunity Credit is the
best of several choices. Still, families and
their tax preparers need to evaluate all of
the available options for their particular
situation.

There are three education-related
credits to consider and one tax deduction
for tuition and fees. The three credits are
the Hope Scholarship credit, the Ameri-
can Opportunity (modified Hope) credit,
and the Lifetime Learning credit. These
credits may be claimed by individuals (the
taxpayer, the taxpayer’s spouse, or the
taxpayer’s dependent) for qualified tuition
expenses (tuition, fees, and required
textbooks) incurred by students pursuing
college or graduate degrees, or vocational
training. Taxpayers are allowed to claim
only one tax credit per college student
and must choose either one of the three
education-related credits or the tuition
and fee deduction for each individual
student. Among the costs excluded are
room and board, student health fees, and
transportation. The amount of qualified
tuition and related expenses paid with any
tax-free funds (i.e., scholarships or Pell
grants) reduces the amount available for
claiming the credits.
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It is important that taxpayers coor-
dinate the education credits with other
provisions in the tax code. For example,
the educational expenses eligible for the
credits must first be reduced by tax-free
educational assistance such as scholar-
ships, veterans’ educational assistance
allowance, employer-provided educational
assistance or any other educational as-
sistance excluded from gross income,
other gifts, bequests, or inheritances. The
credits cannot be claimed using the same
expenses for which another tax benefit is
also received. There are several additional
regulations affecting these credits which
should be reviewed with a professional
tax advisor.

American Opportunity Credit

This new educational tax credit was added
by the American Recovery and Reinvest-
ment Act of 2009. It is probably the most
attractive of the college write-offs but is
only available for tax years 2009 and 2010.
To qualify, the taxpayer must have paid

at least $3,000 in eligible college ex-
penses. The maximum credit is $2,500 per
eligible student per year and is available
for the first four years of a student’s post-
secondary education. In order to qualify,
taxpayers must meet certain income re-
quirements. The tax credit phases out for
single filers with AGI exceeding $80,000
and married couples with AGI exceeding
$160,000. The credit is lost completely for
single filers with AGI exceeding $90,000
and married filers with AGI exceeding
$180,000. More families will likely qualify
since the credit is based on AGI, which

is computed after subtracting “above the
line” deductions or contributions to your
401(k) retirement plan, health savings
account, and any alimony or student loan
interest you pay. That means a married
couple could be earning in the neighbor-

hood of $200,000 and still get a lucrative

break. For lower income taxpayers, up to
40 percent of the credit amount is refund-
able should the taxpayer’s tax liability be
insufficient to offset the non-refundable
credit amount. That means it can provide
as much as a $1,000 refund, even if you
paid no federal income tax.

Hope Scholarship Credit

Since the Hope Scholarship credit only
allows a maximum credit of $1,800, this
will probably not be the best option for
most taxpayers. To be eligible for the Hope
Scholarship credit, a student must not
have claimed the Hope credit in any two
earlier years and must not have completed
the first two years of post-secondary edu-
cation before the beginning of the current
tax year. In addition, the student must be
enrolled at least half-time in a program
that leads to a degree, certificate, or other
recognized educational credential.

Lifetime Learning Credit

The Lifetime Learning credit is equal to 20
percent of the amount of qualified tuition
expenses paid on the first $10,000 up to
$2,000. In contrast with the Hope credit,
the Lifetime Learning credit maximum is
calculated per taxpayer and does not vary
based on the number of eligible students in
the taxpayer’s family. A student is eligible
for the Lifetime Learning credit if the
student is enrolled in one or more courses
at a qualified educational institution.

The allowable amount of the Hope
and Lifetime learning credits is reduced
for taxpayers who have modified AGI
above certain limits. The phase-out of
the credits begins for single taxpayers in
2009 when modified AGI reaches $50,000
and completely phases out when modi-
fied AGI reaches $60,000. For joint filers,
the phase-out begins when modified AGI
reaches $100,000 and completely phases
out when modified AGI reaches $120,000.
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The Hope and Lifetime Learning cred-
its may not be taken by married taxpayers
who file separate returns.

There is one exception, however, that
would make the Hope Scholarship credit
or the Lifetime Learning credit the best
taxpayer choice. If the student is attending
(enrolled and paying tuition) an eligible
education institution located in one of ten
Midwestern states that were affected by
floods in 2008 (Arkansas, Illinois, Indi-
ana, lowa, Kansas, Michigan, Minnesota,
Missouri, Nebraska, and Wisconsin), the
taxpayer can double the value of either
the Hope Scholarship ($3,600) or Lifetime
Learning credits ($4,000) on the 2009

returns.

Tuition and Fee Deduction

Another education tax break that families
will probably want to forgo this year in
favor of another option is the tuition and
fee deduction. The maximum deduction
is $4,000 but it is limited to $2,000 for
those who earn more than $65,000 single
or $130,000 married and is eliminated
completely once single income exceeds
$80,000 and married income exceeds

$160,000.

Conclusion

Most taxpayers will find that the Ameri-
can Opportunity Credit will be the best
choice for 2009 and 2010. Before deciding
which option is best, remember that a
credit reduces your tax on a dollar-for-
dollar basis. A deduction just reduces

the income subject to tax. That means a
$4,000 deduction will reduce your tax bill
by $1,000 if you are in the 25 percent in-
come tax bracket. For many families, this
might be the first time they have quali-
fied for education tax credits. With the
cost of higher education increasing each
year, these credits are a welcome relief for
parents of college students.

Estate Taxes Laws

IN FLUX

By James D. Gamb, cra

s you may have heard, Congress

did not act in 2009 to resolve

uncertainty relating to the 2010
estate tax and generation-skipping trans-
fer tax laws. This complicated situation
is the result of a series of Bush-era tax
cuts enacted in 2001 and set to expire in
2010. Original supporters of the estate
tax cut wanted to permanently repeal
the tax, which is estimated to raise $25
billion this year, but instead settled for
a plan that slowly increased tax exemp-
tions for estates while lowering the
estate tax rate.

What is the current state of the law?

In 2009, inheritance values above $3.5
million for individuals, and $7 million
for couples, were taxed at 45 percent by
the federal government, while smaller
estates were exempt from the tax.
Because Congress did not act, there is
no estate tax this year, although gift tax
provisions remain in effect. In 2011,
the estate, gift, and generation-skipping
taxes will revert back to “pre-2002”
levels, with lower estate exemptions and
increased tax rates.

Why does it matter?

First, the legal vacuum created by the
temporary elimination of the estate tax
has created potential pitfalls for people
with even modest estates. For example, if

you were to die this year and had an old
“by-pass” trust, elimination of the estate
tax could cause you to accidentally disin-
herit your spouse. These trusts, aimed at
reducing estate taxes, often have formula
provisions for bequeathing children an
amount equivalent to the estate tax
“exclusion.” This year, that exclusion

is unlimited, so everything goes to your
kids and unintentionally leaves nothing
for your spouse.

Another issue occurs with the 2010
elimination of the “step-up provision,”
which previously reduced capital gains
taxes on appreciated assets after death.
In the absence of the “step-up provi-
sion,” inherited assets no longer receive
a new cost basis at current market val-
ues, and appreciation is subject to a 15
percent capital gains tax. For example,
on land purchased half a century ago for
$200,000, inherited and sold this year for
$2 million, the $1.8 million in apprecia-
tion is subject to 15 percent capital gains
taxes. The 2010 regulations do allow
some relief from capital gains tax for the
first $3 million of an estate for spouses,
along with the first $1.3 million for
other heirs. Not surprisingly, analysts say
the capital gains tax will hit many more
2010 inheritances than might have been
affected by a continuation of the 2009
estate tax law.

What should you do now?

If you have an estate plan (and especially
if you do not), and believe you will be af-
fected by the current state of affairs, you
should consult your attorney to review
formula clauses and other language that
may cause unintended consequences.
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THE INFLATION CONTAGION: AN ANALYSIS

continued from page 1

2000s. Overall, the last ten to fifteen
years have seen generally modest infla-
tion levels while money supply levels
grew by 5-6%. The exception occurred in
response to the Great Recession of 2008-
2009, when the monetary base (Federal
Reserve Bank reserves held by commer-
cial banks and currency) grew from less
than $900 billion in mid-2008 to over
$2.1 trillion in early 2010. This represents
a nearly 150% increase in the monetary
base as the Federal Reserve flooded the
financial system with reserves to prevent
a financial collapse and facilitate eco-
nomic recovery.

Despite this increase in reserves,
inflation may not be an immediate threat
to the economy, because of a coincident
drop in money velocity (the speed at
which a dollar changes hands). With
unemployment around 10%, and foreclo-
sures and bankruptcies spreading, many
consumers have increased savings and
paid down outstanding credit balances,
foreswearing some of their spending to do
so. As a result, bank lending has declined
over the last several quarters, causing a
huge drop in money velocity and suggest-
ing that money in circulation (i.e., cash,
checking accounts, money market funds,
time deposits, and small CDs) has not
grown very much.

To that issue, Dr. John Hussman,
an economist and investment advisor,
recently addressed the nation’s current
state of affairs with respect to inflation.
According to Hussman, excessive money
creation is only half the story. In the last
two years, we have seen massive increases
not only in the monetary base, but also in
the amount of federal government debt in
the hands of U.S. private investors.

Hussman contends that demand for
U.S. liabilities (i.e., Treasury debt; bank
reserves) is strong due to increased sav-
ings and financial safety concerns. This
argument is underpinned by deflation
in asset prices, and the cost of goods, as
well as reduced rents which are caused
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by on-going bankruptcies, foreclosures of
residential and commercial real estate, and
high unemployment. As the demand for
consumer goods decreases, and the price
of these goods decreases, more money may
be comfortably shifted to the security of
U.S. liabilities and savings. Under these
conditions, savings and debt repayments
remain high, providing a counter-balance
to the pressures of looming inflation.

While inflation is not an immediate
threat, Hussman holds that inflation will
double by the end of the decade, esca-
lating from current 2%-3% levels up to
roughly 4%-6%. This argument is based
on the expectation that the economy
will fully recover mid-decade. Once the
demand for goods and services strongly
increases for consumers and businesses, as
well as the growing government sector, in-
flationary pressures driven by this demand
will exert themselves in the economy (less
supply, more demand). In addition, the de-
mand for savings and liabilities (i.e., U.S.
Treasuries, bank reserves) will decline,
leaving fewer investors buying more debt.
The supply of this debt will continue to
be issued, with government borrowing
projections of $8-$12 trillion over the
next ten years (more supply, less demand).
The current balance between these two
counter-active forces will be lost and infla-
tion will rise.

In addition, the Federal Reserve, which
can use the tool of monetary policy to off-
set these inflationary pressures, will face
its own challenges specifically related to
the reduction of the monetary base. With
an anticipated fall-off in the demand for
government securities, reducing the mon-
etary base is unlikely to happen quickly
enough to counter-balance the anticipated
increase in money velocity. This gap in
reaction time will likely put excess
liquidity into circulation and, thereby,
drive inflation.

Of course, this is just one possible out-
come. Changes in fiscal policy to reduce
future deficits, paired with changes at the

Federal Reserve, have the potential to af-
fect these predicted, inflationary pressures.
However, given current policies—with
respect to entitlements, deficit spending,
Federal Reserve policy, and taxes—many
of these trends appear to be on a collision
course and difficult to alter. The question,
then, is how to approach the upcoming
decade under the assumption that no
course corrections occur.

Our Opinion

We believe the Hussman framework is
credible, as a number of economists and
analysts have presented arguments with
similar structure (e.g., Hoien and the in-
flationary impacts of deteriorating public
finances). We feel that the next two to
three years, at least, should see fairly sub-
dued inflation, in the 2%-3% range. Infla-
tion may rise, sometime between 2013
and 2016 to levels as high as 5% or 6% by
the decade’s end, assuming no unexpected
shocks to the economy. Given all this,
how might we approach portfolios, in a
comprehensive way?

Opverall, a defensive bond portfolio,
combined with some strategic stock posi-
tions, could be a strong play against infla-
tion. Let’s examine the issues we consider
in building this portfolio.

First, we have determined that long
bonds are not a desirable holding. In gen-
eral, we rarely buy bonds that mature after
10 years, with most bonds we own matur-
ing within 2 to 10 years to ensure yield
without undue maturity extension risk.
We do not want to be caught holding long
bonds when inflation hits and rates rise.
That said, we do believe there is return,
relative to expected inflation risk, to be
added in those slightly longer maturities
(i.e., 4 to 9 years).

Second, we have analyzed the viability
of Treasury Inflation-Protected Securities
(TIPS). These specific government securi-
ties are indexed to inflation, so their yield
moves up and down based on a spread tied
to the Consumer Price Index. Given our
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expectations for moderate inflation in the
next few years, the purchase of TIPS to-
day, or other inflation-indexed securities,
might be slightly premature. However,
they may be worth reconsidering a year or
two down the line.

Third, we consider hard assets (gold
and precious metals). In inflationary
times, hard assets maintain their tangible
value and, therefore, can become a viable
hedge. Gold has had quite a run over the
last several years, peaking out recently
at roughly $1,100 per ounce. However,
because precious metals offer no measur-
able intrinsic value, unlike a company,
their value is difficult to analyze and
predict. While an ounce of gold is always
an ounce of gold, is $800 the right price?
$2,000? Therefore, a purchase of an ex-
change traded fund (ETF) such as GLD,
a gold mining stock, or actual gold, is
considered more as an insurance against
market movement—a hedge against
inflation rather than an investment in
growth of the asset. Again, given a sub-
dued inflation environment for the next
few years, gold and other precious metals

might be ahead of themselves. So, the
consideration of this particular “insurance
policy” could also be pushed off a couple
of years into the future.

Fourth, how might we approach equi-
ties in this environment? We have already
mentioned precious metals, but there are
also commodity and resource stocks that
could be proxies for hard assets and may,
therefore, retain their value in inflation-
ary times. Currently, most Clifford Swan
accounts own oil and oil-related compa-
nies. Other commodity companies that
might be considered include BHP Billiton,
Freeport McMoran, and Vale S.A. (note:
these companies are for illustration pur-
poses only—no recommendation is made
at this time!). While many potential com-
panies are not attractively priced today, an
opportunity to buy may present itself over
the next 2 or 3 years. It is for this reason
that these companies are periodically
reviewed.

Other possible hard-asset-like compa-
nies include real estate investment trusts
(REITs) which typically own apartment
buildings or commercial real estate build-

ings. As with all these stocks, valuation is
critical given current commodity prices,
oil prices or the state of the commercial
real estate market.

International markets, especially
emerging markets (e.g., Brazil, India,
China, Latin America), are another equity
avenue that we actively hold and seek.
The emerging markets have a much stron-
ger economic growth rate which should be
reflected in the corporate parent’s overall
revenue growth. Another side effect of
inflationary times is the weakening of the
U.S. dollar due to increased inflation and/
or excess debt issuance. If the U.S. dollar
weakens, and a company has strong rev-
enues from its international divisions, this
could also translate into better growth.

These are just some of the avenues
under consideration for current and future
implementation, and other solutions—
mutual funds, stocks and bonds, additional
ETFs—will likely emerge. The key point
is that inflation expectations are incorpo-
rated into our portfolio reviews and invest-
ment decisions. We remain mindful that
the looming specter of inflation is real.
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continued from page 1

Republican and 34 Democratic representa-
tives. The historic legislation is the same
bill, with the exception of some changes
made by the House, that was passed by
the Senate on Christmas Eve of last year.
Estimated to cost the federal government
about $938 billion over 10 years, the bill
will extend coverage to approximately 32
million Americans. This added cost will
be covered by new taxes, fees, and savings
in Medicare, with state governments as-
suming some additional costs.

As is apparent in the vote distribution
mentioned above, there are strongly held
opinions about the merits of this bill. Re-
gardless, changes to the healthcare sector
will help some segments of the industry
and harm others. Here are our thoughts
on how the healthcare overhaul will affect
the industry’s key sub-sectors.

Pharmaceuticals

In order to avoid price controls, the phar-
maceutical industry agreed to help fund
the cost of healthcare reform by paying
the government $95 billion over the next
10 years. Because payments to the federal
government begin immediately, while the
potential benefit of additional patients will
not hit until 2014 (when mandatory insur-
ance coverage begins), the pharmaceutical
industry will experience some immedi-

ate financial loss. However, the eventual
increase in the number of patients is
expected to result in an increased demand
for prescriptions, providing for long-term
growth in the industry.

Managed CGare/Insurance

While insurance companies will see

their applicant pool grow by 32 mil-

lion, new profit controls are expected to
mildly outweigh the financial benefit of
additional customers. These new profit
controls present themselves in the form of
margin limitations, including the elimina-
tion of Medicare Advantage, a product
that provides high-margined business to
the industry. Because of these new margin
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restrictions, health care reform is expected
to bring slight to mild losses to insurance
companies.

Medical Devices

Unlike the pharmaceutical industry, this
sector did not agree with Congress on a
payments scheme in order to avoid price
controls. Congress, therefore, set its own
terms for the industry. Because these
terms appear slightly more negative than
those imposed on pharmaceuticals, the
impact of heathcare reform should be
negative here.

Biotechnology

The bill’s impact will probably be neutral
for biotech, in part due to the unlikely
creation of a generic form of many of these
products as their patents expire, and their
resulting resistance to price controls.

While there are more sub-sectors to the
health care industry, the above-mentioned
are the most significant. From what is
apparent so far, this recent reform, unlike
the Medicare bill that passed in 1965,
won’t bring strong growth to the health
care sector. The drug store industry, how-
ever, should benefit from the bill, since an
increase in the number of insured patients
will lead to an increase in the number of
prescriptions filled.

In evaluating health care reform, two
things should be kept in mind. The first
is that we have not yet seen all of the
reform measures included in the bill.
Secondly, this bill is likely the first step of
many along the way to complete reform.
We will continue to monitor all of these
sub-sectors, selecting for investment those
companies best positioned to benefit from
reform measures.



